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Introduction 
John Graham was a pioneer of economics and public finance in Canada. As most 
economists of his generation, he was fond of the writings of the great British economist 
John Maynard Keynes – clearly the greatest economist of the twentieth century. Being a 
macroeconomist myself, I thought the best tribute I could pay to John in this Lecture 
celebrating his memory was to present a short history of what has happened to Keynesian 
ideas over the last 65 years or so. 
The Lecture has three parts. First, I will explain why Keynes criticized classical 
views about the business cycle in the 1930s, and how his ideas revolutionized the field 
and influenced macroeconomic policy until the mid-1960s. Second, I will describe how a 
group of economists initially called “monetarists”, and then “new classicists”, challenged 
Keynes’ ideas from the mid-1960s to the mid-1990s, and were able to weaken their 
impact on economic thinking and economic policy for a while. Third, I will present a new 
group of  economists called “new Keynesians”, and show how their research has 
successfully contributed to resuscitate and expand the Keynesian paradigm over the last 
twenty years. 
 
The birth of Keynesian ideas 
Let me begin by observing that, each time a recession strikes, the same questions 
are always asked. Where do recessions come from? Why does the economy end up 
operating below its true potential? Why do so many workers lose their jobs and so many 
firms go bankrupt? Keynes offered the first comprehensive and consistent explanation of 
recessions in his book, The General Theory of Employment, Intrest and Money, published   2 
in 1936. It was to macroeconomics what Einstein’s article on The Foundations of 
General Relativity Theory had been to cosmology and gravity twenty years earlier – a 
giant leap in an important area of scientific knowledge. 
What was Keynes’ General Theory about? For economists, the main intellectual 
challenge of the interwar period was to explain the persistence of unemployment rates in 
excess of 20 percent in many advanced countries in the midst of the Great Depression. 
Until Keynes’ book appeared in 1936, this extraordinary macroeconomic fact had been 
all but denied existence by the canons of classical economic thought. For, the argument 
went, if workers came for any reason to offer more labour services than firms needed, 
leading to widespread unemployment, competition for available jobs would exert 
downward pressure on wages. The lower wages would then induce workers to voluntarily 
reduce their supply of labour, and firms to increase their demand for labour. The initial 
excess supply of labour would shrink and eventually disappear. Hence, persistent 
involuntary unemployment was seen as a theoretical impossibility. 
Keynes thought denying the persistence of involuntary unemployment in the 
midst of the Great Depression was absurd. It covered classical economists with ridicule. 
Instead of denying the existence of involuntary unemployment, he sought to understand 
it. Here is how he figured out the situation (see Patinkin 1976). First, he argued that 
business expectations about the future were volatile and indeterminate. This left business 
investment in structures and equipment highly vulnerable to periodic bouts of rising 
optimism or pessimism. The outcome was large economy-wide fluctuations in aggregate 
demand for goods and services, with important repercussions on output and employment. 
Later, Keynes’ successors would identify many other sources of aggregate demand   3 
instability, such as changes in consumer confidence, inventory behaviour, credit 
crunches, stock market gyrations, fluctuating world demand for commodities, 
international financial volatility, military spending, electoral politics, trade policy 
measures, etc. The enumeration is now standard and can be found in any 
macroeconomics textbook. 
Second, Keynes claimed that, when aggregate demand weakened and an excess 
supply of labour developed, the corrective reaction in wages that classical economists 
relied on to bring labour supply and demand back into balance either did not work at all 
or worked too slowly to be relevant in real time. This is exactly what created the context 
for his famous quip that “In the long run we are all dead.” (Keynes 1923, 65) Keynes 
actually put the classical argument on its head. In Chapter 19 of the General Theory, he 
pointed out that a general decline in wages and prices, instead of curing unemployment, 
could in fact have the opposite effect of worsening the employment situation. 
He presented many arguments suggesting that falling wages and prices could 
worsen the depression. One was that deflation increased the real value of debts. This 
made lenders richer and debtors poorer. Given that debtors have a much greater 
propensity to spend than lenders, the net effect was to weaken aggregate demand, deepen 
the depression, and increase deflation (see also Fisher 1933). There was thus the danger 
that a depression-deflation spiral would develop and send the economy into a tailspin. 
In addition to this argument based on wealth redistribution, Keynes raised the 
possibility that expectations of future prices would make the depression-deflation spiral 
even worse. Falling prices would lead firms and consumers to postpone their spending in 
expectation of even lower prices tomorrow. In that event, the depression would deepen   4 
and the unemployment rate would rise further instead of declining. The deflation would 
worsen the depression, which would increase deflation, which would deepen the 
depression, etc. 
Needless to say, in the midst of the deflation experienced by many countries in the 
1930s, these arguments based on redistribution and expectations looked strikingly 
relevant. Between 1929 and 1933 the general price level declined by 24% in the United 
States and 18% in Canada, while real GDP dropped by 30% in both countries. Falling 
prices did not seem to slow down the plunge into depression. Modern writers later 
showed formally that Keynes’ argument made perfect macroeconomic sense (Tobin 
1975; Howitt 1986; DeLong and Summers 1986). 
Following his diagnosis, Keynes argued that recessions could be made smaller 
and shorter by the appropriate use of monetary and fiscal policies to stabilize aggregate 
demand, output and employment. In economic downturns, central banks would lower 
interest rates, and ministries of finance would increase spending or reduce taxes, to prop 
up aggregate demand and decrease unemployment. In economic expansions and times of 
rapid inflation, monetary and fiscal policies would work in reverse. Higher interest rates, 
lower public spending or higher taxes would be called for. 
At the time Keynes was writing many believed the only choice countries had was 
either to remain capitalist, which meant keeping individual freedom but accepting high 
unemployment, or to embrace socialism, which brought full employment but with 
restricted freedom. Keynes proposed a way out of this dilemma: capitalism with state-
managed aggregate demand could bring near-full employment without suppressing 
political and economic freedom. His solution did not arise out of any spontaneous   5 
enthusiasm about government intervention. He was too experienced an observer of the 
political scene to fall into the trap of ideology. He was not an ideologue, but a pragmatist 
who had one objective: to save capitalism from destruction in the midst of its worst crisis 
in two centuries, and to prevent such crises from re-occurring in the future. He saw no 
other alternative than government intervention. 
Nevertheless, Keynes’ idea that government should be responsible for 
macroeconomic stability has remained controversial ever since the General Theory was 
published 65 years ago. Keynes suggested there were areas and circumstances in which 
state intervention could improve upon the working of free markets. However, in general 
he preferred market-based solutions to government intervention. For example, during the 
Second World War, he strongly opposed price controls. He thought that, with the right set 
of incentives in place, markets would do a better job of allocating productive resources to 
the war effort than government bureaucrats (Keynes 1940). 
Immediately following World War II, Keynes was further criticized for two 
reasons. He was accused of minimizing the power of monetary policy, and of neglecting 
the long-term consequences of short-term fiscal and monetary policy. 
On the first criticism, it is clear that Keynes was skeptical concerning the ability 
of low interest rates to lift an economy out of depression. The General Theory promoted 
fiscal stabilization measures based on government spending (such as public works) and 
taxation. Keynes thought that, in the midst of depression, zero nominal short-term interest 
rates might still not be low enough to wake up investment demand. This could happen 
either because firms would view their productive capacity as already excessive given the 
very uncertain economic outlook and would not react to any level of interest rates, or   6 
because a significant rate of deflation would combine with zero nominal interest rates to 
produce commensurately high real interest rates. Since, once they are already zero, 
nominal interest rates could not be decreased further through monetary expansion, 
Keynes pointed out that monetary policy would then be ineffective – a situation he called 
a “liquidity trap”. His diagnosis that monetary policy lacked power in the Great 
Depression was correct. Many economists have recently given the same liquidity-trap 
explanation for the inability of the Bank of Japan to lift the Japanese economy out of its 
current depression and deflation (e.g., Krugman 1998; Posen 2002; Svensson 2002). 
Given Keynes’ observation that monetary policy could not be counted upon to 
escape the Great Depression, it was just a matter of logic for him to conclude that fiscal 
policy was the only tool available to do the trick. The notion that expansionary monetary 
policy was ineffective and fiscal policy had to be the main pillar of macroeconomic 
management outlasted Keynes and the Great Depression. It was still present in the 1950s. 
Later, under Presidents Kennedy and Johnson, whose main economic advisors were well-
known American Keynesians such as Ackley, Heller, Tobin, Solow and Okun, the US 
economy was managed mainly through tax changes, not interest rate changes. 
However, leading Keynesians never considered the magnitude of the effect of 
monetary policy on aggregate demand as a matter of doctrinal purity. By the mid-1960s, 
with statistical research making rapid progress, most of them believed that the liquidity 
trap of the 1930s had become a mere textbook curiosity and that central banks exerted a 
strong influence on aggregate demand (Okun 1963; Tobin 1966; Mundell 1968; 
Modigliani 1971; Carré, Dubois and Malinvaud 1972). So, however founded the claim 
(forcefully made by Friedman and Schwartz in 1963) that Keynes and his early followers   7 
had underestimated the short-term effects of monetary policy on the real economy, this 
criticism was no longer justified in the case of 1960s Keynesians. 
The second criticism addressed to Keynesian thinking and policy practice 
following the War was that it neglected the long-term consequences of short-term fiscal 
and monetary policy (e.g., Schumpeter 1942; Hayek 1944; Simons 1948; Friedman 
1959). From the 1960s to the 1980s, “shortsighted fine-tuning” was the rallying cry of 
anti-Keynesian writers. Short-term policy activism was seen as leading to very damaging 
consequences, such as rising inflation in the 1960s and 1970s, and rising public debt-to-
GDP ratios in the 1980s and 1990s. Even today, this criticism continues to be leveled at 
Keynesian policy practice of this period. For example, the Governor of the Bank of 
Canada, David Dodge, recently described the “Keynesians” of the 1960s and 1970s as 
those “who believed in fine-tuning and (in some cases) considered monetary policy to be 
ineffective.” (Dodge 2002, 190) 
There is no question that some disciples of Keynes were guilty of neglecting the 
long run. But Keynes himself was never in fault. Although he had a preference for some 
positive rate of inflation over deflation in the 1930s, all his writings, from his book on 
Indian Currency and Finance in 1913 to his tract on How to Pay for the War in 1940, 
demonstrate his consistent support for internal price stability, even at the cost of external 
fluctuations in the exchange rate (Keynes 1913, 1923, 1930, 1940). He never argued that 
expansion should be pushed beyond the point of full employment into inflationary 
territory. He was the most active participant in international discussions leading to the 
new postwar monetary order established in Bretton Woods in 1944. His proposal for a   8 
world currency – the Bancor – aiming at an International Clearing Union was meant as a 
step toward multilateral free trade and as a shield against world inflation. 
Keynes never condoned fiscal fine-tuning or systematic deficit spending. He was 
a fiscal conservative who argued against fiscal fine-tuning in unequivocal terms (e.g., 
Skidelsky 2000, 277). He kept warning against excessive short-term tinkering with the 
tax system and was a staunch supporter of medium-term fiscal balance. He definitely 
recommended that the fiscal deficits incurred in recessions be offset by fiscal surpluses in 
expansions. A public debt increasing faster than GDP on trend, as we saw in North 
America from 1975 to 1995, is something he would have strongly condemned. 
 
The conservative challenge to Keynesian ideas 
 In the last 65 years Keynesian ideas have been attacked bitterly by both left and 
right. Leftists obviously never had any taste for theories whose basic purpose was to 
make capitalism run better. Conservatives tried to deny the basic tenets of Keynesian 
thought and bring the classical view back to life. They reiterated the classical belief that 
wages and prices were sufficiently flexible to remove any unbalances between supply and 
demand quickly. The private economy, in their view, was inherently stable. They argued 
that fiscal and monetary policies served no useful purpose as instruments of short-term 
stabilization policy. Worse, they tried to show that fiscal and monetary policies 
themselves were the major sources of economic instability. The lags in their effects on 
the economy were so “long and variable” that there were doing more harm than good 
most of the time. Hence, they were hostile toward government’s short-term management 
of the economy, and thought macroeconomic policies should be geared exclusively to   9 
long-term objectives such as price stability, public debt stabilization and long-term 
growth. The conservative counterrevolution against Keynesian ideas was spearheaded by 
two University of Chicago economists, Milton Friedman and Robert Lucas, and by 
Edward Prescott, of the University of Minnesota. 
Friedman and Lucas developed the view that ill-advised monetary and fiscal 
policies generated confusion about the true level of inflation in labour and product 
markets. This, they argued, was the root cause of economic fluctuations. Friedman (1968) 
pointed out that, if monetary policy turned restrictive, it would take time for workers to 
realize that inflation was being reduced. For a while they would tend to overestimate 
future increases in the general price level, and therefore to underestimate increases in the 
real purchasing power of their wages. Out of frustration, many of them would reduce or 
withdraw their supply of labour. Hence, precisely as a result of workers being slow in 
perceiving correctly that inflation had declined, employment would fall and 
unemployment would increase. Later, as the misperception would be progressively 
eliminated, the initial employment situation would be restored. In Friedman’s view, 
output and employment cycles resulted mostly from erratic monetary policy leading 
workers to make bad forecasts. The policy recommendation that followed from his 
analysis was that money growth had to be stabilized by law or constitution. The money 
stock (however defined) should be required to increase at a constant rate so that inflation 
would be kept low and stable, and output and employment fluctuations would be 
minimized or eliminated (Friedman 1959). His view of the world and his policy 
prescription came to be called monetarism.   10 
Lucas (1972) argued that a monetary policy that became unexpectedly anti-
inflationary would spread confusion among firms too, not only among workers. As they 
saw market prices for their products increase more slowly, they would incorrectly (but 
rationally) think this partly reflected their own prices losing ground relative to the general 
price level. This would lead them to expect a drop in profitability and, therefore, to 
reduce their levels of output and employment. Unemployment would rise. Just as in 
Friedman’s example, the employment situation would eventually return to normal when 
firms would realize that they had overestimated the general price level. Lucas’ theory of 
expectations formation, called rational expectations, was more sophisticated than 
Friedman’s. But his final diagnosis concerning the most important source of fluctuations 
in output and employment was the same as Friedman’s: erratic monetary policy 
generating confusion among economic agents. The same policy prescription naturally 
followed: prevent central bankers from doing harm by subjecting the growth of some 
monetary aggregate to a constant-growth-rate rule. 
A major problem was the surprising interpretation of the Great Depression that 
was implicit in the Friedman and Lucas stories. According to their line of argument, the 
reason workers spent so much time in unemployment during the 1930s was that they kept 
rejecting job offers because they thought the wages were too low. Workers and firms 
were so stupid that for ten years in a row they could not figure out what the true rate of 
inflation was and where the consumer price index was going relative to their own wages 
or prices. The Friedman-Lucas view seems even more implausible today, now that 
statistical agencies make information on output, employment, wages and prices available 
on a monthly basis and diffuse it widely throughout the economy. Today, few would dare   11 
to pretend that the two recent business cycles experienced by North America, from 1979 
to 1989 and from 1989 to 2000, can be explained by some kind of widespread confusion 
of workers and firms about wage and price trends.  
Prescott came up with his own contribution to conservative ideas in the early 
1980s (Kydland and Prescott 1982; Prescott 1986). He went much further than Friedman 
and Lucas. In his world, there were no price misperceptions à la Friedman-Lucas. 
Forecasts of future prices were generally accurate. Given fully flexible wages and prices, 
monetary policy could only influence the general price level and its rate of change – the 
rate of inflation. Any suggestion that it could affect aggregate real output and 
employment in the short run, and that it had anything to do with, say, the recessions of 
1982 and 1990, was rejected. For monetary policy, exactly the same prescription 
followed from Prescott’s framework as from Friedman and Lucas’: impose a constant-
growth-rate rule to some monetary aggregate in order to achieve price stability. 
Prescott’s approach was “super-classical”, in the sense that no classical economist 
before him had ever advanced the extreme proposition that money was neutral even in the 
very short run (e.g., Hume 1752; Cantillon 1755; Pigou 1927; Haberler 1937). It raised an 
obvious question. If it was true that monetary policy had no effect on output and 
employment and, more generally, that perfect competition and wage and price flexibility 
prevented aggregate demand fluctuations from generating recessions and expansions, 
how could the wide real-life swings in labour and product markets that generated 
business cycles be explained? 
Basically, Prescott attributed them to fluctuations in aggregate supply, as they 
arose from episodic changes in the rate of technology growth and other sources (weather,   12 
oil price shocks, government regulations, taxes, etc.). Keynes thought recessions and 
expansions usually resulted from fluctuations in aggregate demand relative to the existing 
aggregate supply. In the Keynesian world, slow adjustment of wages and prices could 
bring aggregate demand to drift away from aggregate supply from time to time. Given the 
context of the Great Depression, the General Theory did not pay attention to the kind of 
aggregate supply shocks that could arise, say, from sharp changes in commodity prices or 
in the growth rate of productivity. Naturally, Keynesian economic theory and policy had 
to confront disturbances coming from the supply side, in particular the oil-price shocks 
and the productivity slowdown that gave rise to stagflation in the 1970s (e.g., Gordon 
1977; Bruno and Sachs 1985; Helliwell 1986). Nevertheless, it remains true that, 
following Keynes, one thought of most big recessions and expansions are resulting from 
shocks on aggregate demand. 
In contrast, Prescott believed all recessions and expansions arose from 
fluctuations in aggregate supply, with aggregate demand always adapting to it through 
perfect competition with flexible wages and prices. Since his theory of business cycles 
was based on fluctuations in the economy’s real capacity to supply goods and services, it 
came to be called a theory of real business cycles. 
Prescott’s story implied that even if recessions were perhaps regrettable they were 
at any rate the economy’s best answer to real, unavoidable fluctuations in productivity 
and aggregate supply. Attempts to smooth out economic fluctuations would only reduce 
economic welfare. Prescott had the same explanation as Friedman and Lucas for high 
unemployment in recessions: people chose to cut their labour supply voluntarily because 
they were unhappy with the wages offered. The propensity of “new classical” economists   13 
like Prescott to explain that everything was always for the best was compared by one 
critic to the unbounded optimism of that famous character in Voltaire’s Candide, Doctor 
Pangloss (Buiter 1980). 
Empirical research has failed to find support for Prescott’s theory of real business 
cycles. Consider, first, the proposition that workers reduce their supply of labour 
voluntarily in bad times. If true, it would imply that job quits would be more frequent, 
following declines in real wages, during recessions. In fact, the opposite is true. Job quits 
are more frequent and real wages rarely decline when the economy slows down. 
Second, with a given quantity of money in circulation, an upturn in aggregate 
supply would have to be accompanied by a general decrease in prices for economic 
agents to be induced to buy the larger supply of goods and services. Conversely, a 
downturn in aggregate supply leading to a “recession” would have to be accompanied by 
a general increase in prices. However, in real-world economies precisely the opposite is 
actually true: inflation falls in recessions and rises in expansions. 
Third, if Prescott was right that fluctuations in the rate of technological change are 
the most important source of business cycles, then deep recessions should be 
accompanied by technological regress. Not only does the very notion of technological 
regress seem strange a priori, but it has in fact never been observed during big economic 
setbacks such as the Great Depression of 1929-1933, the North American recessions of 
1981-1983 and 1990-1993, or the Asian crisis of 1997-1998. 
Fourth, denying any short-run impact of monetary policy on real economic 
activity goes against a large body of evidence to the contrary (e.g., Friedman and 
Schwartz 1963; Romer and Romer 1989; Sims 1992). In this respect, the anti-inflation   14 
campaigns led by the US Federal Reserve and the Bank of Canada in 1979-1982 and 
1989-1991 were compelling events. They were all very successful in reducing inflation, 
but each time at a large short-term cost in lost employment and income. The swift and 
successful intervention of the two central banks to prevent unemployment from rising 
after the stock market crash of 1987 and the Asian crisis in 1997-1998 also makes it 
harder to argue that monetary policy is without effect on real economic activity. 
The conservative challenge to Keynesian ideas has now run its course. Friedman 
and Lucas thought business cycles stemmed from workers and firms being confused 
about wage and price trends. Prescott conceived of economic fluctuations as the optimal 
response of the economy to episodic changes in aggregate supply mainly driven by 
technological skocks. All these “new classical” views, as they came to be called, assumed 
business cycles took place in a perfectly competitive economy with fully flexible wages 
and prices. Given the weight of empirical evidence, such views have now all but 
disappeared from serious discussions of macroeconomic theory and policy. After calling 
the Keynesian revolution a “wreckage” in the 1970s (Lucas and Sargent 1978, 49-50), 
Lucas toned down his anti-Keynesian rhetoric in the 1980s. Eventually, he retreated by 
making the following admission: “In my case, I put a lot of emphasis on people having 
inadequate information about the quantity of money, and I think a lot of economists now 
feel that that’s too thin a reed to hang a theory of business cycles on.” (Parkin and Bade 
1991, 800) 
Similarly, two leading proponents of real-business-cycle theory recently published 
an article entitled “Resuscitating real business cycles”, implying that the Prescott model 
was dead (King and Rebelo 1999). Their call has been heard. Under the fancy name of   15 
“dynamic stochastic general equilibrium models”, a new generation of real business cycle 
models have been developed. They usually depart from the classical assumptions of 
perfect competition and full wage and price flexibility, and so are very much at variance 
from the initial Prescott framework. Needless to say, the more “Keynesian” their 
assumptions are becoming, the more successful they are in tracking business cycles 
correctly. 
 
The return of Keynesian ideas 
The return of Keynesian ideas has not only been driven by the recent success of 
central banks that have based their actions on Keynesian principles, and by the empirical 
failure of the challenge coming from monetarist and new classical economists. Just as 
conservative macroeconomics was on the decline, Keynesian economics began to stage a 
comeback in the world of economic theory. The last 15 years have seen an extraordinary 
resurgence of Keynesian ideas under the label of “new Keynesianism”. 
New Keynesianism offers answers to questions Keynes’ General Theory left 
open. Keynes was a practical man who saw that markets were not perfectly competitive, 
and that nominal wages and prices were not perfectly flexible in the short run and 
adjusted slowly over time to market disturbances. He thought this was a good thing in 
normal times, mainly because it was economically expedient and socially stabilizing. But 
he also realized it had profound implications for the way markets operated, one of them 
being the possibility of economy-wide failures – extended periods of deficient aggregate 
demand, high unemployment and recession.   16 
The problem is that Keynes took slowly-adjusting wages and prices more or less 
for granted. He did not think they required any deep theoretical explanation. This “benign 
neglect” on his part encouraged conservatives to challenge his ideas. Friedman, Lucas, 
Prescott and their disciples saw the Keynesian approach as implying that workers and 
firms were being irrational in not quickly adjusting wages and prices to their maximum 
private advantage. “New Keynesians” are a group of researchers that have responded to 
this questioning. Instead of denying the fact of wage and price sluggishness, they have 
acknowledged it (e.g., Okun 1981). They have shown that, in imperfectly competitive 
markets, slowly-adjusting nominal wages and prices can be the outcome of perfectly 
reasonable decisions taken by individual workers and firms acting in their private 
interest, but can at the same time be the cause of adverse macroeconomic developments. 
In their view, what appears to be good for individuals can be bad – and sometimes very 
bad – for society as a whole. 
In 1983, George Akerlof and Janet Yellen, of the University of California at 
Berkeley, pointed out that, in order to economize time and money when making wage 
and price decisions, most people focus on pieces of information that past experience has 
shown to be the most relevant and omit factors that seem to matter less. Further, they do 
not revise their decisions continually, but only at discrete intervals, or when keeping the 
status quo really starts to look too costly. They do as we all do in our everyday life: they 
rely on sensible rules of thumb (Akerlof and Yellen 1983, 1985; see also Simon 1979; 
Mankiw 1985; Parkin 1986). 
Akerlof and Yellen showed two things. First, while setting wages and prices in 
this way will not procure maximum profit and welfare at all times to imperfectly   17 
competitive firms, the resulting departure from fully-maximizing behaviour will usually 
entail only a small cost. It is a cost that may well be worth its salt, because it will free 
decision makers from having to rethink compensation and pricing schemes and post new 
wages and prices obsessively every other week, month or quarter. Second, however, this 
sensible behaviour on the part of individual workers and firms can lead to fluctuations of 
significant magnitude in output and employment at the macroeconomic level. 
By simple simulation of firm behaviour, Akerlof and Yellen showed that, if 
aggregate demand fell by 5%, then monopolistically-competitive firms keeping their 
prices unchanged could expect to suffer a loss of the order of the square of 5%, that is, of 
only ¼ of 1%, relative to their fully-maximized profit levels. This would be small enough 
for thousands of rule-of-thumb decision makers not seeing the point of cutting their 
prices. Nevertheless, the economy would fall in recession, and there would be room for 
active monetary or fiscal management to redress the situation. 
Rule-of-thumb behaviour is not the only source of wage and price stickiness in the 
short run. In imperfectly-competitive markets, workers and firms are always trying to 
anticipate, observe and interpret the wage and price setting decisions of other workers 
and firms. In real time, leads and lags in obtaining information and making decisions 
matter crucially. Workers and firms often try to solve this coordination problem by 
holding back on wage and price changes and waiting for suppliers and competitors to go 
first. As a result, decisions on wages and prices tend to be staggered. 
Exploring this idea, John Taylor, of Stanford University, demonstrated that 
staggered wage contracts could considerably slow down the speed of adjustment of 
wages and prices in response to aggregate demand shocks (Taylor 1979). Olivier   18 
Blanchard, of the Massachusetts Institute of Technology, later showed that the extent of 
price sluggishness is reinforced by firms waiting for news of price adjustments by their 
suppliers before changing their own prices (Blanchard 1983). Slow and costly 
dissemination of information about cyclical conditions thoughout the economy, and 
uncertainty about customers’ reaction, are additional factors that hold down the speed of 
adjustment of prices (Mankiw and Reis 2001; Blinder 1994). 
A major puzzle in labour markets is why firms do not cut wages despite an excess 
supply of labour. Classical economists, old and new, viewed such an occurrence a 
theoretical impossibility in competitive markets. Hence, they rejected the notion of 
involuntary unemployment, except in circumstances where government regulations, such 
as minimum wages, or institutions, such as unions and collective bargaining, prevented 
individual workers and firms from setting wages freely. 
New Keynesians thought involuntary unemployment was much too high to be 
rationalized by the existence of government regulations and unions alone. Led by Robert 
Solow, of the Massachusetts Institute of Technology, they suggested a very simple 
market-based explanation: the productivity of workers on the job was positively 
influenced by the wages they got relative to outside workers. Firms fail to cut wages even 
in times of slack labour markets because they want to minimize shirking, reduce 
turnover, hire the best workers, enhance perceptions of fairness, etc. It is profitable for 
them to keep wages above current market alternatives. This approach to wage 
determination has been labeled efficiency-wage theory because it views wages not only as 
a cost of production, but also as a factor affecting worker efficiency (Solow 1979).   19 
In this way, efficiency wages offer a simple rationalization of involuntary 
unemployment in general. At the same time, they contribute to our understanding of 
business fluctuations. Their presence increases the amount of relative-wage rigidity 
throughout the economy. Therefore, in combination with rule-of-thumb behaviour and 
small (or perhaps not-so-small) costs of wage adjustment, they serve as a natural 
propagating vehicle for short-run nominal wage stickiness across firms. This in turn leads 
to significant cyclical fluctuations in output and employment following aggregate 
demand shocks. 
Yet another strand of new Keynesian research has been concerned with the 
macroeconomic consequences of credit market imperfections, under the leadership of 
Joseph Stiglitz, of Columbia University, and Ben Bernanke, of Princeton University. 
Asymmetric information between lenders and borrowers leads to rationing in credit 
markets in general (Stiglitz and Weiss 1981). Credit rationing becomes particularly 
important in economic downturns. Because profits fall, firms have to rely more on 
external sources of finance (loans, bonds, stocks). This has two consequences for the 
business cycle. First, since these external sources are more costly to firms, the latter 
become less inclined to cut product prices. Price stickiness is increased. Second, the 
greater reliance on rationed credit reduces the efficiency of credit markets and increases 
the decline in output. In the most severe cases, a “credit crunch” will occur. (Bernanke 
and Gertler 1989) 
In the last twenty years, new Keynesians have given Keynesian macroeconomics 
its theoretical lettres de noblesse. They have developed and tested new ideas showing that 
the phenomenon of slowly-adjusting nominal wages and prices can result from the   20 
rational behaviour of economic agents pursuing their private interests in imperfectly 
competitive markets. Unfortunately, short-run wage and price stickiness in this context 
leads to macroeconomic instability. But active stabilization policies can to some extent 




In the mid-1930s, John Maynard Keynes revolutionized the way economists think 
about recessions and depressions. With nominal wages and prices sticky and private 
investment depressed in the short run, the economy could fall in a persistent 
underemployment equilibrium. Further, allowing wages to fall could make recessions and 
depressions worse. Fiscal policy would have to be called upon to jump-start a recovery. 
Working in the midst of the Great Depression, Keynes was looking for short-run 
means of solving the economic crisis that was afflicting industrial countries. Since he was 
pessimistic about the power of monetary policy to affect aggregate demand, he 
emphasized the importance of fiscal stabilization. A pragmatist who wanted to save 
capitalism from destruction, he saw no other alternative than government intervention. 
Keynesian ideas took foot in many industrial countries after World War II. 
However, they were soon criticized for underestimating the power of monetary policy, 
neglecting the long-term consequences of money growth and government deficits, and 
putting too much faith in government intervention. The question of the effectiveness of 
monetary policy was not absolutely essential to the Keynes’ diagnosis and prescription. It 
did not take very long after 1945 for everyone to recognize that monetary policy was a   21 
very powerful policy instrument. But while Keynes never condoned inflation and public 
debt accumulation as long-term outcomes of short-term policies, there is no question that 
some of his postwar followers, including many governments, were guilty of neglecting 
the long run and of allowing inflation and the public debt to get out of hand in some 
cases. 
Keynes was not an enthusiastic supporter of government intervention, but thought 
countries had no choice but to get involved in macroeconomic management. 
Conservatives, however, never bought this argument. They thought governments were 
the root cause of undesirable economic fluctuations and excessive inflation, and never the 
remedy. After restating their belief that recessions could not happen in a competitive 
world with full wage and price stability, some of them, around Milton Friedman and 
Robert Lucas, suggested that real-world economic fluctuations were due to erratic 
monetary policy leading economic agents to making bad wage and price forecasts. 
Others, around Edward Prescott, went as far as suggesting that monetary policy and 
aggregate demand changes had no effect on the real economy, that business cycles were 
the optimal response of the economy to technology shocks, and hence that 
macroeconomic stabilization policy was counterproductive. 
Although they had their hour of glory in the 1970s and 1980s, the ideas developed 
by these “new classicists”, as they came to be called, eventually ended in empirical and 
policy failure. Monetarist monetary policy based on constant money growth rate rules 
was tried in the 1970s in North America, but both the US Federal Reserve and the Bank 
of Canada had to put an end to the experiment around 1982. It proved destabilizing and 
impossible to manage. This by itself would have cleared the way for a return of Keynes,   22 
had it not been for the fact that Keynesian ideas were not very popular among economic 
theorists. As the saying goes, it seemed that new classical ideas worked in theory but not 
in practice, while Keynesian ideas worked in practice but not in theory. There was a lack 
of convincing arguments that slowly-adjusting nominal wages and prices à la Keynes 
could arise from the rational behaviour of economic agents pursuing their private 
interests. 
This theoretical challenge was met by a broad group of researchers that are now 
called “new Keynesians”. Over the last twenty years, they have reorganized supply-side 
Keynesian thinking around concepts like imperfect competition, costly wage and price 
changes, rule-of-thumb behaviour, coordination failures, staggered wages and prices, 
efficiency wages, credit market imperfections, etc. The explanations they have offered for 
short-run wage and price sluggishness have generally been found consistent with 
empirical evidence. The emergence of new Keynesianism on the theory front has been 
accompanied by the successful return to Keynesian macroeconomic management on the 
policy front. 
Of course, history is not static. Today, macroeconomic management puts more 
emphasis than in Keynes’ time on monetary policy relative to fiscal policy, on long-term 
goals such as economic growth, low inflation and public debt sustainability, and on the 
rules to be followed by policy makers to achieve consistency over time. Social 
preferences about various macroeconomic objectives such as inflation and unemployment 
continue to differ across countries. Economists can diverge on specific aspects of 
macroeconomic behaviour, such as the role of the stock market, the true nature of the 
inflation-unemployment trade-off, the origin of liquidity traps, the dynamics of   23 
inventories, etc. But the “new classical” paradigm of the 1970s and 19780s is definitely 
behind us. Macroeconomic theory and policy has returned to its Keynesian roots. 
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Note 
* This article is a revised and expanded version of the John Graham Memorial Lecture, 
delivered at Dalhousie University, Halifax, in March 2002. I am grateful to the Graham 
family and the Department of Economics of Dalhousie University for giving me this 
opportunity to honour the memory of this great Canadian economist. 